Personal Finance Companies and Their Credit Practices by Ralph A. Young
This PDF is a selection from an out-of-print volume from the National
Bureau of Economic Research
Volume Title: Personal Finance Companies and Their Credit Practices





Chapter Title: Rates Of Charge
Chapter Author: Ralph A. Young
Chapter URL: http://www.nber.org/chapters/c5500
Chapter pages in book: (p. 121 - 133)6
Ratesof Charge
IN THE rates charged on personal small loans the consumer's
interest focuses on the cost of money borrowed, the lender's
on the relation of rates to profitability, that is, on the income
from loans of different sizes and types compared with the
average loan expense. The ultimate cost to the borrower is
ordinarily simple to determine when the charge is expressed
as a percent of unpaid balance for a stated period of time, but
it may be difficult to analyze when charges are differentiated
by type of loan and are presented in a complicated system of
rate quotations. For the lender the relation between rates
and profitability may also be difficult to determine exactly,
because the cost of making loans may decrease as more loans
are made. Itis important, however, to analyze personal
finance company rates from these two viewpoints. Therefore
in this chapter we examine the cost to consumers, both in
dollar and in percentage terms, of loans of various sizes and
durations under different rate systems, and also the conten-
tion made by some representatives of the business that loans
of smaller amounts entail higher costs than larger loans and
consequently justify higher rates of charge.
FORMS OF RATE QUOTATION
The maximum lawfulrateschargeable by small loan
licensees in various states were presented in Table 2 (p.
34). These rates may be classified into several general types.'
1.Theword "rate" is here used to designate a specific formula from which
monthly charges a1e computed. Unless otherwise qualifieditsignifies an
average or representative monthly percent of charge on unpaid balance.
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The first of these may be called the "fiat" rate, a straight
monthly percentage of the unpaid balanèe; )this form of qua-
tation was specified in the original draft of the Uniform
Small Loan Law and remained the general type of rate until
about 1982. It is now in effect in 13 states and the District of
Columbia. Originally it was considered the ideal method of
charge, and certainly it has two great advantages: it is simple
to, apply and easy to understand.
second general type of rate, which has recently be-
come popular and is tending to supplant the flat type, is the
combination rate; this combines two or more rates, allowing
for a higher rate on an unpaid balance up to a specified figure
•and a lower rate on the remainder of the balance. :The latest
draft of the Uniform Small Loan Law2 recommends, as an
experimental maximum, 31/2percenta month on an unpaid
•balance up to $100 and 21,4percenton the remainder. At
present 14 states and Hawaii have adopted maximum rates
of the combination type.3
A special form of the combination rate which might lead
to confusion is one which provides for a decreasing rate of
charge computed on unpaid balance but graduated accord-
ing to the original size of the loan, for example, 3 percent a
month on loans of $100 or less and 21,4 percent on loans of
more than $100. Such a rate, according to size of
loan, is at present employed only in Missouri. A borrower
might easily confuse the two types of a
rate of percent graduated at $100" as one with a charge
of 21,4percenton all loans above $100, whereas it is actually
a 2½ percent charge on that part of the unpaid balance
above $100. When the rate is graduated according to size of
original loan the loans above the dividing line carry a lower
rate throughout their duration than do the loans of smaller
2Thesixth draft, published January 1, 1935.
Table 2 shows 15 states with graduated. or combination, maximum rates of
charge. It includes Missouri, however, .which is here classified separately.T--__________________
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amount; therefore borrowers may pay different charges on
identical balances if originally they had borrowed different
sums. .The total difference in charge between loans just above
and just below the dividing line is not insignificant; under
the 3-2'/2 rate, for example, the initial monthly
charge would be $3 on a loan of $100, and $2.75 on one
of$110.
Thereis another typerate, not now in general use,
which is referred to in the trade as the "restatement" rate.
It provides for a regular interest charge and, in addition, for
stipulated fees to recompense the lender for various services
rendered. A schedule of this kind has recently been advo-
cated by R. Cdllins as a means of circumventing
provisions of certain state regarding legal in-
terest.4 It would require for each loan an investigation fee
amounting to a maximum of 5 percent of the face of the note,
but not exceeding $15, and an interest charge of 5 percent
per year, both to be deducted in advance from the amount
borrowed. Rebates of unearned interest would be allowed if
tne loan were paid off in full before maturity. There would
also be a maximum monthly service fee, graduated according
to the size of the loan, as follows: $1 on loans over $75, 75
cents on loans from $51 to $75 inclusive, 50 cents on loans
from $26 to $50 inclusive, and 25 cents on loans not exceed-
ing $25. While no rates so complex as that proposed by Collins
are to be found in Table 2, there are a few rates approxi-
mate this type. In Colorado, for example, there is an interest
In afew states,induding Arkansas, Oklahoma, Tennessee and Texas, the
maximum legal interest rate is constitutionally determined and cannot be
altered by legislative action; a legal small loan business apparently cannot be
successfully conducted under the constitutional rate, but the additional fees
proposed in the Collins plan would presumably permit of profitable opera-
tiOn. It is Collins' thesis that a fee for investigation and a monthly service
charge represent payment for services rendered by the lender, not interest as
such for the use of funds borrowed, and that the courts will generally permit
the collection of special fees in addition to the maximum legal rate of interest.
See Report on Conference on Personal Finance Law, Kansas City, Septem-
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charge of 10 percent per year plus, an investigation fee of
one-tenth the amount of the note.
CHARGES TO CUSTOMERS UNDER VARIOUS
TYPICAL RATES
The maximum legal rates shown in Table 2 are not identical
with the rates actually in effect, for any licensee is permitted
to charge less than the maximum rate. Thus in a state where
the maximum legal charge is a flat 3'/2percentper month on
the unpaid balance, a licensee could, if he wished, charge
3 percent per month, or 31/2percenton unpaid balance up
to $100and2 percent on the remainder, or 31/2percentper
month with a maximum charge of $5, or any of many other
rates which might, be mentioned. Any rate would be permis-
sible as long as no borrower was charged more than 31/2per-
cent on any portion of his unpaid balance.
It is not possible, and probably could serve no purpose,
to present a compendium of all the different rates which are
in effect throughout the United States. Instead we present a
list of some of the more common rates, the most important
of which are naturally the legal maxima in the various states.
A schedule of total dollar charges under these selected rates,
for various loan sizes and loan periods, is presented in Table
36, the charges being computed on the assumption that the
loan is amortized by a fixed capital repayment each month.
Table 36 shows also, for the various rates, the average monthly
percentage charge for a loan of $300 repaid in 12 months,
computed by dividing the total actual dollar charge by the
sum of the monthly balances outstanding.
The various rates shown in this table are arranged in order
of magnitude, high to low, according to the total dollar
charges on a 12-month loan of $200. It is interesting to note
that in most cases the rates on loans of other denominations
and other durations conform with this ranking; thus the tableRATES OF CHARGE 125
allows of certain conclusions as to which rates are relatively
higher than others. But rates should be compared only as
they relate to particular circumstances. A borrower, if given
the opportunity of choosing among alternative rates, would
make his choice to fit his own particular case. He needs
a certain amount of money, which he can repay in so many
months, and perhaps he will need a second loan before he
pays out completely. These and perhaps other considerations
have to be borne in mind in choosing the best available rate.5
The comparison of rates is made more difficult by the fact
that there is more than one method of expressing them. Rates
may be expressed as total dollar charges, as in Table 36; but
they may also be expressed as an average monthly rate of
charge, determined by one of several methods, all of which
give approximately but not precisely equal results. In most
cases, however, it makes no difference which criterion• is used.
Whether the borrower compares alternative rates by deter-
mining an average effective interest rate or whether he uses
the much simpler expedient of merely computing the total
charges he will have to face, he will usually arrive at the
same conclusion.
A question frequently asked concerns the per annum
equivalent of monthly small loan rates. When there is a flat
percentage charge the annual rate is of course just twelve
times the monthly rate. A fixed percentage charge of 31,4 per-
cent per month, for example, means that the borrower pays
5singleexample will serve to show some of the various factors and com-
plexities encountered in the choice of the most favorable rate. If a person
has the choice of borrowing $300 at a straight 21/2percentor at a 3-2 percent
rate graduated at $100, and if he expects to pay this loan off in 12 or 20
monthly instalments, he would choose the 21/2 percent rate, for his charges
are then less (see Table 36). But there are circumstances in which the 21/2
percent rate would be more costly. Suppose that the borrower agrees to repay
the $300 in 12 months; that after making six payments aggregating $150 he
encounters some misfortune necessitating reborrowing $150, so that he again
owes $300 to be repaid in 12 months, and that after making six more pay-
ments he has a windfall which enables him to repay the entire balance, $150,
at once. With the straight 21/2 percent loan the total interest charge would
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annual charges equal to 42 percent of his average outstand-
ing balance; it means further that a small loan company will
receive a gross income of approximately 42 percent per year
of its loan volume employed in the business, provided it
collects 100 percent of its charges on the due date.6
The per annum equivalent, of combination rates is not so
obvious and may be determined only for loans of given size
and duration. It may be approximated, however, from the
figures in Table 36: a rate of percent graduated at
$100, for example, is lower than (or the same as) a 31,6percent
and higher than a 3 percent straight rate for all regularly
amortized loans, and therefore the per annum rate on such
loans is somewhere between 36 42 percent. Since the
6 It has been alleged that since interest on small loans is paid monthly there
is a possibility of monthly compounding and that therefore a rate of
percenta month is not 42 percent a year but 51 percent. This, however,
not very reasonable. If the personal finance company could reinvest each
month 100 percent of its gross earnings, representing 100 percent collections
on employed assets, it would indeed show a return of 51 percent per year on
the capital invested at the beginning of the year; but no personal finance
company can operate on these terms. Again, lenders are usually forbidden by
law to add interest charges to principal in case of default. They can, oE
course, plough back each month any excess earnings that are not needed to
pay expenses or meet dividend payments; but the portion of monthly receipts
that may be so utilized is small; and, in practice, monthly receipts amount io
substantially less than the 81/2 percent of assets which is theoretically to be
expected.
aComputedby dividing the total dollar charges by the sum of the monthly
balances outstanding—equivalent to dividing the total dollar charges by the
product of number of months outstanding and the average balance outstanding.
b A 10 percent discounted service charge renewable semi-yearly in addition to
the 10 percent per year interest. This rate and the proposed Collins rate are
not directly comparable with the other rates shown in the table. In both cases
the quoted charges should be considered as only approximations; they are
based on the actual amount of cash advanced to the borrower, not on the face
amount of the note. For a description of the Collins rate see p. 123.
°InOhio there is an additional charge of $1 on loans of $50 and less.
d In Oregon there is a minimum charge of $1 per month on secured loans.
In Maine there is a minimum charge of 25 cents per month.
In Pennsylvania there is a rate of 6 percent per year on balances outstanding
after 18 months.
gInIndiana there is an additional fee of 50 cents on certain loans.
h Note that rate is graduated according to original amount of loan rather than
according to unpaid balance.
I A fee of $1 on loans of $50 or less, and $2 on loans over $50.128 PERSONAL FINANCE COMPANIES
rates on individual loans vary considerably, thereis no
justification for attempting to obtain a more precise figure
for the per annum rate.
THE RELATIONSHIP BETWEEN RATES AND
LENDERS' COSTS
There has been much controversy among small loan experts
on the ideal form of rate schedule. The Russell Sage Founda-
tion and many others originally favored the flat percentage
rate because of its simplicity. Others have held that the flat
rate charge is unfair, since two classes of customers, the
borrower of very small amounts and the borrower who re-
pays his loan long before contractual maturity, do not pay
enough to meet the costs of extending them service, and that
therefore the flat rate should be replaced by one whereby each
class of borrowers pays the actual costs incurred in extending
the service received.
In view of this controversy it is surprising that there is no
adequate information available on the actual costs of making
loans of various sizes and durations; The few cost accounting
studies that have been made are not sufficiently detailed for
the purpose. One available study, made by the Household
Finance Corporation, is based on the operations of 8. New
Jersey offices over eight months of Although the com-
pany has since abandoned this method of analysis we present
it here as one possible approach to the problem of determin-
ing relative costs by size and duration of loan.
The Household computation involved three steps. First,
the cost of making loans, including all expense that could
directly or indirectly be allocated to investigation and to open-
ing and closing the account,. was divided by the total number
of loans made during the period; this resulted in a cost per
loan of $5.1688, hereafter called investigation cost, and
Brief submitted by the Household Finance Corporation to the New Jersey
Small Loan Commission, November 23, 1931, pp. 5 if.RATES OF CHARGE 129
dividing by. 12.35, the average number of months during
which all loans were outstanding, gave $.4185 as the average
investigation cost per loan per month. Second, a carrying
cost was determined by dividing the total cost per month of
carrying and collecting all loans by the average number of
loans on the books at the beginning of each month; in this
way $.9071 was obtained as the average cost per month of
carrying a loan. Third, a percentage capital cost was com-
puted by totaling bad debts and similar losses, federal income
taxes, and a profit allowance at the rate of 12 percent of the
amount of capital funds employed, and dividing this sum by
the amount of capital employed; as a result, 1.5061 percent
per month of the average outstanding balance was found to be
the cost of providing capital.
TABLE 37
AVERAGE COST PER MONTH OF MAKING AND OF CARRY-
ING A PERSONAL FINANCE COMPANY LOAN, JANUARY—



























$ 30 $1.3256$.3021$1.6277 8.11% $ 20.06
50 1.3256 .5035 1.8291 5.47 33.43
100 1.3256 1.0071 2.3327 3.49 66.87
200 1.3256 2.0142 3.3398 2.50 133.74
300 1.3256 3.0214 4.3470 2.17 200.61
a Based on brief submitted by the Household Finance Corporation to the New
Jersey Small Loan Commission, November 23, 1931, p. 6; the data cover the
operations of 8 New Jersey offices of this company. The duration of the loans
is assumed to be 12.35 months, which is the average for all loans during this
period.
bInvestigationcost of $.4185 plus carrying cost of $.9071, irrespective of size.
to 1.5061 percent of average balance outstanding.
d These figures computed from a sample of loans of all sizes paid off during
the period; the sample probably includes loans that were renewed before being
paid off.130 PERSONAL FINANCE COMPANIES
In this threefold classification of costs the investigation cost
is independent of the size and duration of the loan; the cost
for the expenses of carrying and collecting is independent of
the size of the loan; and the capital cost varies directly with
the amount of the outstanding balance. On the basis of such
a threefold classification it would be possible to estimate the
cost of making a loan of any size and any duration. In the
study carried out by the Household Finance Corporation,
however, computations were made for loans of various sizes
but of only one duration, 12.35 months—the average for all
loans during the period specified. The results of this study,
as they apply to loans of several sizes, are presented in Table
37, which also indicates the necessary rate charge per month
to cover these costs.
Jackson R. Collins8 recently reported a study comparable
to that of the Household Finance Corporation. The results
are summarized in Table 38, with average annual cost
itemized in four categories, for the period 1929-36. It is in-
teresting to note that credit investigation and acquisition
expense, plus expenses incidental to closing transactions, is
here $6.77 per year, as compared with the Household estimate
of $5.17. The difference may be explained partially by the
fact that Household had no advertising expense in New
Jersey in 1931. The Collins estirñate of average carrying
cost of $10.49 per year, or$.87 per month, is almost identical
with Household's $.91 per month. In the Collins study the
item for bad debts is strictly a variable cost that should
properly have been combined with the total costs of providing
capital, and the lack of any treatment of capital costs is a
• decided shortcoming.
According to these estimates a rate schedule which would
insure that each loan pay its share of costs should include:
a fee of about $7, regardless of the size or duration of the
on Conference on Personal Finance Law, KansasCity,September 28,
1937.RATES OF CHARGE 131
TABLE 38
AVERAGE COST PER YEAR OF MAKING AND OF CARRYING
A PERSONAL FINANCE COMPANY LOAN, l929_36a
Item Cost
Credit investigation and acquisition expense
Expenses incidental to closing transactions







Based on J. R. Collins, Report on Conference on Personal Finance Law, Kansas City,
September 28, 1937, p. 30. Each figure represents an unweighted average of
annual averages.
loan, to cover the costs of opening and closing the account;
a monthly service fee of about $1, regardless of the amount of
the unpaid balance; and an interest fee of about 1 1/2 percent
per month on the unpaid balance. Such a rate is somewhat
similar in form to the restatement rate discussed above.9 The
restatement rate, however, would provide for an investigation
fee graduated according to size of loan, and for an annual
rather than amonthlyinterest charge.
Such divisions of costs serve to show why the lender often
considers very small loans, or loans repaid in a month or so,
to be unprofitable under the flat-rate method of charging; but
as a meaningful treatment of costs they have definite short-
comings. Some costs cannot be allocated to any of these
categories, but must be charged against the general conduct
of the business; such costs are license fees, and probably man-
agers' salaries, auditing, at least part of rent and part of
advertising, and it is probable that these are by no means
negligible. If such general costs are to be fitted into a three-
fold, or a fourfold, classification, they must be allocated by
some arbitrary method. They might be divided equally
among all loans regardless of size; they might be apportioned
9See p. 12g.132 PERSONAL FINANCE COMPANIES
according to size; or they might be distributed according to
loan duration, as so much general cost per month. In fact,
any arbitrary cost accounting basis might be used, or even
some preconceived standard of social justice.
Moreover, even ifit were possible to classify all costs
according to four categories—investigation, carrying, capital
and general—such concepts as average investigation cost per
loan made, average carrying cost per loah carried, and average
capital cost per month per dollar outstanding, are somewhat
misleading. These per-unit costs may vary with size or dura-
tion of bàn, size of the establishment, type of borrower or
nature of the security.
With regard to size of loan, it has already been shown that,
other things being equal, charge-off losses are relatively higher
for large loans than for small loans;10 this would seem to
necessitate a more exhaustive investigation of the borrowers
of large amounts, or else the setting up of more than propor-
tional reserves against losses from this source. In either case
the larger loan is relatively more costly on this account than
the small loan.
It is difficult to generalize about the variation of unit loan
costs among offices of different sizes. We have already pre-
sented evidence showing that the net rate of return increases
as size of office increases;" one would naturally conclude from
this that unit costs are less for the larger offices.
Similarly, it cannot be assumed that the 'cost of investiga-
tion is as great for present and former borrowers as it is for
new borrowers; and also other items of cost, particularly risk,
may be expected to vary among old, present and new cus-
tomers. Moreover, a loan secured by a chattel mortgage on
household goods, on which it is necessary for an "outside"
man to investigate the home, is doubtless a more costly under-
taking than a schoolteacher loan, an unsecured or note loan,
'°SeeTable 29, p. 104.
11SeeTables 33 and 34, pp. 116-17.RATES OF CHARGE 133
or a wage-assignment loan, for which the nature of the credit
investigation is quite different.
The main significance of such studies of loan costs as those
reviewed here is that they distinguish the principal cost com-
ponents. As guides to operations in the business they may be
quite misleading. The estimates of cost that have been pre-
sented are estimates of average costs, computed by distribut-
ing the total of a particular kind of cost equally among all
loans made. But in attempting to achieve maximum efficiency
the loan office manager must consider much more than these
average costs. If his facilities are not fully utilized additional
business may be handled for a very small additional expense,
and he may profitably take on loans of a type that might be
considered unprofitable at existing rates if average costs were
the only criterion. In particular, he might be glad to make
loans of less than average size, or loans of shorter than average
length, even though he could show that such business did not
pay enough to cover the average cost, for the average cost
might be reduced by the additional volume of business.
These considerations merely suggest that the criterion of
average cost as the basis• for discriminating in charges as be-
tween smaller and larger loans, or shorter or longer note
lengths, is subject to many difficulties from the standpoint of
actual lending operations. The employment of average costs
for such purposes ignores too the social and regulative aspects
of personal loan charges, but with these the present study has
not been directly concerned.